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OPPOSITION OF SPRINT CORPORATION
TO PETITIONS FOR RULEMAKING

On September 30, 2002, the Commission issued a public notice (DA 02-2381)
inviting comment as to whether it should initiate a rulemaking proceeding as requested
by petitions filed by the American Public Communications Council (“APCC”) and the
RBOC Coalition? (together, “Petitioners”). Pursuant to Section 1.405 of the
Commission’s rules, Sprint Corporation (“Sprint”) respectfully submits these comments

opposing the petitions for a rulemaking.

! Request That the Commission Issue a Notice of Proposed Rulemaking (or in the
Alternative, Petition for Rulemaking) to Update Dial-Around Compensation Rate (filed
Aug. 29, 2002; corrected copy filed Aug. 30, 2002).

2 Petition for Rulemaking (filed Sept. 4, 2002). The RBOC Coalition describes itself as
consisting of BellSouth Public Communications, Inc., SBC Communications, Inc. and the
Verizon telephone companies.



Introduction

The Petitioners have asked the Commission to initiate a rulemaking to increase
drastically the compensation that payphone service providers receive from interexchange
carriers (and some local exchange carriers) for access code and subscriber toll-free calls
made from payphones. The petitions also seek to “modifications™ to the current
methodology to load in more cost elements to help justify their proposed increase in the
compensation rate. RBOC Coalition at 2; see also APCC at 2. The RBOC Coalition and
APCC seek to double the current rate — set just three years ago — from 24 cents per call to
49 or 48.4 cents per call, respectively. When added to the significant administrative costs
and inefficiencies that the current system creates, the impact on carriers, resellers,
subscriber 800 customers, and consumers will be even greater still.

The petitions are unjustified and provide insufficient basis for the changes they
request. Sprint’s comments here, however, will not detail the false allegations and the
many serious flaws and improper assumptions in the petitions and their purported cost
studies.® Rather, Sprint appropriately limits its comments to the threshold issue of
whether the requested rulemaking should be commenced at all. The answer to that

question is no.

A Rulemaking Proceeding is Unwarranted.

Sprint brings a unique perspective to this proceeding. Its operating units include

both an interexchange carrier that is a substantial payer of payphone compensation and a

3 If the Commission were to consider any increase in the payphone compensation rate,
or the addition of purported costs to the Third Report and Order methodology, that can
be lawfully done only through a full notice and comment rulemaking. If the Commission
initiates a rulemaking, Sprint naturally reserves its rights to challenge the petitions.



payphone service provider that operates tens of thousands of payphones throughout the
country. Sprint believes that the rulemaking the Petitioners seek is unwarranted.

Both petitions predicate the need for an increase in the per-call compensation rate
almost exclusively on the asserted fact that payphone call volumes have fallen
significantly since 1999, due in large part to the popularity and affordability of “wireless
alternatives.” RBOC Coalition at 1, 12 n.46; APCC at 3. The Petitioners, however, '
wrongly presume that Section 276 and the Third Report and Order’ give payphone
owners a right to FCC-guaranteed cost recovery, if not proﬁtabiiity, for ever-decreasing
payphone utilization, regardless of how many payphones are deployed, regardless of
where they are placed, regardless of the quality of their service, and regardless that the
public increasingly does not need and does not want their services. While the Petitioners
state that payphones have been removed from service (RBOC Coalition at 1; APCC at 8),
Sprint’s information — based on requests from PSPs for compensation — suggests that,
industry-wide, payphones have not been removed at a pace sufficient to reflect actual
levels of demand. Meanwhile, the petitions pretend that doubling payphone
compensation would serve the public interest by discouraging removal of phones for

which there is insufficient demand or need.

The Payphone Industry Must Face Market Reality.

The fundamental problem with the petitions is that they ignore the reality that
payphone owners must themselves be responsible for adapting to what is intended to be a

competitive payphone market. That means they must deploy and maintain appropriate

* Implementation of the Pay Telephone Reclassification and Compensation Provisions
of the Telecommunications Act of 1996, Third Report and Order, and Order on
Reconsideration of the Second Report and Order, 14 FCC Rcd 2545 (1999) (subsequent
history omitted) (“Third Report and Order”).




numbers of payphones where there is demand and remove them where there is not. For
its part, Sprint continually evaluates its payphones, and as demand has declined over the
last three years Sprint has removed or redeployed, in aggregate, about twenty percent of
them, while retaining some unprofitable units in public interest locations in Sprint’s local
service territories. By cutting costs and removing duplicate and under-used payphones,
Sprint’s payphone operation has met market demand and maintained reasonable returns
without needing a doubling of dial-around compensation.” The petitioners can and
should do the same, rather than seek a blanket operating subsidy in the form of an
increased, FCC-dictated rate. The Third Report and Order was not intended to be an
invitation for “competitive” PSPs to return every two or three years for increases in
purportedly FCC-guaranteed compensation.

The petitions also ignore that fact that many of the payphone industry’s problems
have been brought upon the industry by itself. Since the payphone services were
deregulated, payphones have acquired an often-justified reputation for poor service, poor
maintenance, and inflated rates.® Undertaking a rulemaking to increase the payphone
compensation rate, while retaining the Commission’s current market-distorting
methodology, will only accelerate the decline in call volumes.

This impact springs in part from the inevitable effects of higher prices on those
who pay for payphone services. Higher payphone rates may discourage even more casual

callers from using payphones, and may lead toll free subscribers increasingly to block

> Sprint introduced evidence in this proceeding that showed the cost for a coinless
payphone call was just 11.05 cents per call. See Comments of Sprint Corporation (July
13, 1998) at 17; Reply of Sprint Corporation on Remand Issues (Sept. 9, 1997) at
Exhibit 1.

6 Payphone owners — particularly independents — contributed to the long-term decline of
their industry by promising site owners excessive commissions that necessitated high
charges to consumers.



payphone originated calls, to the detriment of PSPs, carriers, toll free subscribers, and the
public alike.” More serious, however, increasing rates will serve only to further distort
the market signals that should be driving the rational deployment and operation of
payphones. It will do nothing to direct payphone deployment to those locations where
there is a need and demand for their services, or where there is any particular public
interest served by artificially promoting payphone availability. Instead, it will retard the ’
removal of uneconomic payphones that should be taken out of service, which will cause
further dilution of call volumes from more viable units in the same market. In a short

time, that will lead to a further cycle of petitions for additional increases in compensation.

The Commission Should Rethink its Approach to Payphone Compensation.

Sprint believes firmly that the Commission should seek a market-based solution
that obviates the need for the current inefficient, contentious, and ultimately self-
destructive payphone compensation regime. The Commission should reject calls for a
rulemaking aimed at increasing costs and rates, while maintaining a system that has,
Sprint believes, served the industry and the public interest poorly. The Commission
should instead investigate the actual circumstances of the marketplace and the benefits of
a more efficient and sustainable approach. And after conducting that inquiry, Sprint
believes the Commission should take a fresh look at allowing payphone owners to charge
the cost causer for the payphone compensation.

Throughout this proceeding, Sprint has advocated that any payphone

compensation should be based on a market-based approach. The only true market-based

7 Targeted payphone blocking by interexchange carriers, however, remains infeasible.
Although the Commission envisioned such blocking as a means to allow a negotiated rate
between IXCs and PSPs (see Third Report and Order at § 115), the cost of such
technology will remain out of reach for the foreseeable future. IXCs are forced
purchasers of services in a market lacking proper pricing signals.



approach is a caller-pays plan, a system that allows the PSP, if it chooses, to assess a
charge directly on the caller for the use of the payphone for an access code or subscriber
800 call. Sprint encourages the Commission to review Sprint’s comments following the
second remand.® Also, in an ex parte presentation, Sprint placed in the record an analysis
by economists at Charles River Associates’ that shows how and why a user-pays system
provides the most sound economic basis for a payphone compensation regime. The ’
approach is rational and efficient, not least because — as with local calls — it links the
price for the service to the calling party’s choice of when, where, and whether to make a
payphone call. If the payphone industry is to reach a realistic, sustainable deployment, it
needs efficient pricing based on such market signals, rather than a guaranteed recovery
based on self-serving cost estimates at a surrogate, “marginal” payphone with a declining
usage profile.'

In the Third Report and Order (at § 114), the Commission “decline[d] to adopt a
caller-pays compensation methodology at this time,” but left open adopting that approach

in the future. Although the Commission has theorized that Congress may disapprove of a

® Comments of Sprint Corporation (filed July 13, 1998). These comments followed the
D.C. Circuit decision in MCI Telecommunications Corp. v. FCC, 143 F.3d. 606 (D.C.
Cir. 1998), which reversed and remanded the Second Report and Order, 13 FCC Red
1778 (1997).

® See Letter to Magalie Salas, Secretary, from Richard Juhnke, Sprint (Sept. 4, 1998),
attaching Declaration of Stanley M. Besen and R. Craig Romaine, Charles River
Associates.

1" The Third Report and Order (at 151 n.202) estimated that the “marginal” payphone
generated 439 coin, access code, and subscriber 800 calls per month. The Petitioners’
cost studies reduce the “marginal” payphone to 219 and 233.9 such calls per month.
RBOC Coalition at Attachment p. 11; APCC at Attachment 1 p 2. If PSPs are willing to
deploy payphones at such vastly lower usage levels, there is no reason that they should be
subsidized by doubling an artificial, non-market rate.




caller-pays system (id. at § 115), '' it has acknowledged that it may “form[] the basis for
the purest market-based approach.” Id. The Commission concluded “that we should
monitor the advancement of call blocking technology and any accompanying marketplace
developments before reconsidering a caller-pays compensation approach.” Id. Sprint
believes that time has come.

If the Commission Takes Any Action at This Time, It Should Undertake Only a
Notice of Inquiry.

The rulemaking sought by the petitions would do nothing to address the
underlying problems of the payphone marketplace. Even with a doubling of the
compensation rate, the Petitioners expect to seek further increases in as little as two years,
with more increases down the road. RBOC Coalition at 6. The public interest would be
better served by denying the petitions and doing nothing, than by blindly continuing with
a questionable methodology that ignores marketplace realities and promises continually
to increase costs to carriers, resellers, subscriber 800 customers, and consumers.

If the Commission nevertheless believes that some that action may be appropriate,
then it should issue a notice of inquiry. A thorough, responsible inquiry would allow the
Commission to review the present payphone marketplace and the impact of the
Commission’s current (and in Sprint’s view, flawed) compensation regime' and potential
increases in rates; the availability of market-based alternatives, particularly the benefits of
the “caller-pays” option; and the costs and practices of payphone service providers other

than the Petitioners. The Commission could investigate the how and where payphone

"' TOCSIA’s Section 226(e)(2) does not preclude adoption of a caller pays approach.
See Sprint Comments (July 18, 1998) at 8 & n.10.



demand is changing, and how PSPs are responding.'> And it could investigate the costs
and unavailability of “call blocking technology and any accompanying marketplace
developments,” as it promised to do in the Third Report and Order (at § 115). The
Commission could gather this information and more, and then, better informed, it could
evaluate the shortcomings of current policy and consider changes — including the caller-
pays system — that would better advance the goals of Section 276 over the longer term.
Without such an inquiry, it is doubtful that the Commission can fulfill the Congressional
mandate to promote a competitive payphone market, with widespread but economically
rational deployment of payphones.

The petitions use the public interest as camouflage for what others might view as
a regulatory money grab by a declining industry. APCC at 4-7; RBOC Coalition at 4, 6.
APCC is particularly brazen. It actually devotes far more pages to illustrate a claimed
need for payphones by residents of low-income neighborhoods than it does to its cost
study. The Petitioners imply that promoting the widespread deployment of payphones
dictates that the number of payphones deployed should not be significantly reduced to
reflect declining public need for them.

Congress directed the Commission to “determine whether public interest
payphones, which are provided in the interest of public health, safety, and welfare, in
locations where there would otherwise not be a payphone, should be maintained,” in a
manner that is fair and equitable. 47 U.S.C. Section 276(b)(2). The petitions, however,
would treat virtually every payphone in existence as deserving a public subsidy — in the

form of inflated, FCC-mandated compensation that is divorced from marketplace

12 The Joint Board on Universal Service also recommended a notice of inquiry to
explore “the current status of payphones” and to consider changes in Commission policy.
Federal-State Joint Board on Universal Service, Recommended Decision, FCC 02]-1
(July 10, 2002) at  50.




pressures that affect every other provider of telecommunications services. The
Petitioners’ public interest rationale is a weak one. Increasing per-call rates based in the
current payphone compensation regime would just direct the bulk of this indirect subsidy
to the highest volume payphones, where it is not needed, without any regard to location.
Indeed, the current methodology — by basing compensation on crudely estimated costs of
a mythical “marginal” payphone — over-compensates high- and even moderate-volume ’
payphones.

The Commission issued guidelines for “public interest payphones” in the Report
and Order in 1996," and it received comments from the states suggesting, by and large,
that Commission action was unnecessary. If the Commission has concerns about access
to payphones that serve a particular public interest, then as part of an inquiry into the
status of the payphone marketplace, the Commission could investigate whether there is a
need to take further action to prompt state-funded public interest payphone programs.
The Commission could solicit information from state commissions on current programs,
the types of locations where the public interest in payphone availability may genuinely be
implicated, on the actual availability of payphones at those sites, and any public
complaints about the placement, maintenance, services, or rates of payphones at those
Jocations."* Acting on the petitions based on “public interest” rationales, in the

meantime, would be misguided and premature.

3 Report and Order at 4 277-286.

* To date, Sprint understands that few states have implemented public interest
payphone programs. That fact suggests that the Petitioners’ public interest claims should
not be entertained without soliciting independent data on the payphone marketplace and
deployment. Furthermore, if the Petitioners believe that public interest payphone needs
are being unmet by any state, they can file a petition the Commission to address that
issue. Report and Order at 9 286.



Conclusion

The Petitioners claim that changes in the payphone marketplace justify modifying
the current methodology to add costs and double the current compensation rate. The
Commission should deny their requests for a rulemaking. If the Commission believes
any action may be necessary, then it should issue a notice of inquiry under Section 1.430.
After conducting a thorough, responsible review of the marketplace, industry trends, and’
the effects of the current compensation regime, the Commission should consider whether,
as Sprint believes, the goals of Section 276 are best served by a market-based, caller-pays
alternative, coupled with a targeted public interest payphone program under Section
276(b)(2) to ensure that payphones truly needed in the public interest are maintained and

equitably supported.

Respectfully submitted,

SPRINT CORPORATION

A*Q*W

John E. Benedict

H. Richard Juhnke

401 Ninth Street, NW
Suite 400

Washington, DC 20004
202-585-1910
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=5 Sprint 1850 M Street, NW, 11™ Floor
Washington, D.C. 20036
Richard Juhnke Telephone: (202) 828-7437
General Attorney Fax: (202) 857-1792
Federal Regulatory Affairs E-mail: richard juhnke
EX PARTE PRESENTATION  2"@ilsprint.com

September 4, 1998

Magalie Roman Salas
Secretary
Federal Communications Commission RE .
1919 M Street, N.W. CEIVED
Washington, D.C. 20554 SEP -4 1998
Re: CC Docket No. 96-128 FEDERAL COMMUNCATIONS CoMMiSSiG
OFFICE OF THE SECRETARY

Dear Ms. Salas:

Sprint Corporation hereby submits the attached Declaration of Stanley M. Besen
and R. Craig Romaine for inclusion in the record in the above-captioned proceeding. )
Their analysis establishes that: ' ™~

e A caller-pays system is likely to be more efficient than a carrier-pays system;

e The economics experts for the pay telephone operators implicitly assume that
both coin and coinless pay telephone calls are paid for by callers;

¢ [Inefficiencies would be produced by having carriers pay for coinless calls;

o The possibility that carriers could surcharge callers for coinless calls does not
remedy the defects of a carrier-pays system, especially if the terms of a
surcharge policy are not explicit;

¢ Incentives are created for pay telephone operators to inflate the coin rate in a
carrier-pays system when the rate for coinless calls is based on the coin rate;

o Prices charged by some pay telephone operators are likely to contain elements
of monopoly profits even in the absence of entry barriers;

D42
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Ms. Magalie Roman Salas
September 4, 1998
Page Two

¢ Advocating a caller-pays system does not involve acceptance of the view that _
the pay telephone market is competitive; and

o The failure of carriers to block calls for which they must pay compensation to
pay telephone providers does not provide evidence either that the
compensation is reasonable or that the pay telephone market is competitive.

An original and one copy of this letter are being filed.

Sincerely,
YV
Richard J '

c: Chairman William Kennard
Commissioner Susan Ness
Commissioner Gloria Tristani
Commissioner Michael Powell
Commissioner Harold Furchtgott-Roth
Kathryn Brown
Larry Strickling
Glenn Reynolds
Greg Lipscomb
Craig Stroup
Don Stockdale



DECLARATION OF STANLEY M. BESEN AND R. CRAIG ROMAINE’

Introduction

The Federal Communications Commission (“Commission”) has proposed -
a methodology for compensating pay telephone operators for certain calls that
are now free to the caller, so-called “coinless calls.” The two principal features of
the Commission’s proposal are (i) that compensation will be paid by the
telephone carrier that completes a coinless call and (ii) that the rate of
compensation will be based on the price of a coin call.

In support of the Commission’s proposal, pay telephone providers have
presented a number of economic analyses describing how a competitive market
for pay telephone calling would function." In particular, these analyses have
been employed to justify basing the compensation rate for coinless calls on the
price of coin calls. However, these analyses, and the Commission’s proposal
that they support, have three major defects.

First, all of the analyses of the pay telephone market implicitly assume that
payments for coinless calls are made by callers but nonetheless draw inferences
about the payments that should be imposed on carriers. This approach
incorrectly assumes that the only relevant issue is the determination of the price

of coinless calls, not who pays that price. However, if, in fact, callers do not pay

* Copies of the authors’ résumés are attached (as Appendix A).

! Citations to these analyses are provided below.



e

for many coinless calls, or if they are unaware of the price they will pay, the
analyses will inaccurately describe hdw the market for pay telephone calls will
actually operate under the Commission’s proposal. In particular, the claimed
efficiencies for basing the coinless call rate on the coin rate will not be realized
even if the price of coinless calls is the same as that which would prevail in a
putatively competitive pay telephone market.

Second, the assumption in the economic analyses that the coin rate for
pay telephone calls is competitively determined is open to challenge. This is an
important issue because the Commission’s approach uses the coin rate as the
starting point for the calculation of the rate for coinless calls. However, the fact
that there is competition among pay telephone providers does not guarantee that
coin rates are competitive. It is likely that the owners of some locations at which
pay telephones are placed have significant market power in setting the rental fee
for pay telephones placed at their sites, and the rate for coin calls at those
locations will reflect that power. Because the Commission’s methodology for
setting compensation for coinless calls does not avoid this “locational monopoly”
problem, the use of the coin rate to determine the coinless rate is likely to result
in a coinless rate that exceeds the competitive level.

Third, the combination of using the local coin rate as the starting point and
imposing the rate for coinless calls on carriers rather than callers results in
incentives for pay telephone operators to increase the coin rate in order to
increase the revenues they receive from carriers for coinless calls. This provides

another reason why the failure to consider who actually pays the coinless rate



leads to incorrect conclusions about the advantages of the Commission’s

approach.?

Below we review the economics of the pay telephone market in the

context of the Commission’s proposal. Specifically, we establish the following:

A caller-pays system is likely to be more efficient than a carrier-pays system;
The economics experts for the pay telephone operators implicitly assume that
both coin and coinless pay telephone calls are paid for by callers;
Inefficiencies would be produced by having carriers pay for coinless calls;
The possibility that carriers could surcharge callers for coinless calls does not
remedy the defects of a carrier-pays system, especially if the terms of a
surcharge policy are not explicit;

Incentives are created for pay telephone operators to inflate the coin rate in a
carrier-pays system when the rate for coinless calls is based on the coin rate;
Prices charged by some pay telephone operators are likely to contain
elements of monopoly profits even in the absence of entry barriers;
Advocating a caller-pays system does not involve acceptance of the view that
the pay telephone market is competitive; and

The failure of carriers to block calls for which they must pay compensation to
pay telephone providers does not indicate either that the compensation is

reasonable or that the pay telephone market is competitive.

2 An additional issue raised in this proceeding is whether the Commission has correctly

accounted for the cost difference between coin and coinless calls. We do not address this issue.



The Economics of Pay Telephone Calling

A basic principle of economic efficiency is that transactions should take
place if their benefits are greater than their costs. In a telephone network,
benefits can accrue to one or the other, or both, parties to a call. Likewise, one’
or the other, or both, parties to a call can be charged a price to recover the costs
of the call.®> Efficiency requires that a call should be made so long as the total
benefits of the call to both parties exceed the total cost of the call. However,
since the calling party decides whether to initiate a call, a call will be made only
when the benefit to the calling party exceeds the cost to the calling party.

This leads to two types of inefficiencies. First, some calls will be made
when the benefit to the calling party exceeds the cost to the calling party but the
total benefits are less than the fotal costs.* Second, some calls will nof be made
when the benefit to the calling party is less than the cost to the calling party but
the total benefits exceed the total costs.” Any pricing mechanism for pay
telephone calls should take into account its likely effect on these two types of
calls.

In applying this paradigm to calls made from pay telephones, the costs

and benefits to the caller and the called party should be measured relative to the

% For purposes of this discussion, we ignore the process of price determination and
simply assume that prices are sufficient to cover costs.

* An example might be a telemarketing call that is made during the dinner hour.

® This explains why in some cases, e.g., 800 or collect calls, the called party is willing to
pay for a portion of the cost of the call.



next best alternative. For many, if not most, pay telephone calls, the best
alternative is making the call from another location at another time. For example,
callers can anticipate the need to make calls and place them prior to leaving their
offices or residences. Alternatively, they can defer making calls until they return’
to their homes or offices. In either case, they choose to use a pay telephone
when the value of the convenience it affords exceeds the charge imposed on
them for doing so.

If a pay telephone call is made because it provides convenience to the
caller — and would otherwise be made at another time and place — the value of
using the pay telephone accrues entirely to the caller. If the recipient of a long-
distance call, or a merchant with an 800 number, would receive the call in any
event, no additional value accrues if the call is placed through a pay telephone
rather than ﬁbm a residence or business telephone at a different time.

In these circumstances, callers that face the prices imposed by pay
telephone operators will use a pay telephone whenever the price of doing so is
less than the value of the convenience afforded, and they will choose which pay
telephone to use on the basis of the prices charged. However, if they do not face
the price of a call, they will make some pay telephone calls even when the value

of the convenience is less than the price.

Caller-Pays versus Carrier-Pays
Using the framework just described, it is easy io see why a caller-pays

plan is likely to be more efficient than a carrier-pays plan for pay telephone calls.



If the carrier pays, the cost to the caller of using the pay telephone as opposed to
making the call at another location is zero.® This significantly raises the
probability that inefficient calls will be made. Because the price of convenience is
zero, the caller has no incentive either to alter the timing of the call or to search
for a less expensive pay telephone. Thus, calls will tend to be made even when
the total benefits are less than the total costs. This s, 6f course, a variant of the
well known “moral hazard” problem that arises when an economic agent does not
face the true cost of his actions and, thus, has an incentive to purchase more of a
good or service than economic efficiency demands.’

Ih contrast, under a caller-pays plan, the party that benefits from the
convenience is also the party that faces the entire cost of providing that
convenience. If the called party places little or no value on the call being made
from a pay telephone rather than from another telephone at another time, it is
unlikely that efficient pay telephone calls will not be made.

If callers pay, they will make pay telephone calls only when the price of
those calls is less than the value of their convenience. We explain below why the
Commission's proposal gives pay telephone operators an incentive to artificially
inflate coin rates in order to increase the price of coinless calls. However, even if
the price of coin calls is not artificially inflated, so that the prices of pay telephone

calls are set “cotrectly,” i.e., at competitive levels, carrier-pays introduces an

® In the next section, we discuss the feasibility and effect of having the carrier initially pay
for the call but then surcharging the caller.

7 A familiar example occurs when individuals purchase medical care that they value at
less than its cost because all, or a very large portion, of the cost is covered by insurance.



inefficiency. This is because callers are induced to make coinless telephone
calls even where the value of the convenience of doing so is less than the
competitive price.® In sum, a carrier-pays plan is likely to result in significantly

more inefficient calling compared to a caller-pays plan.

Analyses by Other Economists Implicitly Endorse fhe Caller-Pays Plan

The economists for the pay telephone operators have advanced analyses
in support of the proposition that a market-based rate is more efficient than a
cost-based rate. However, when they describe how the pay telephone market
will function, they are describing how the market will work assuming the caller
pays. For example, Haring and Rohifs observe that:

...callers usually possess a large number of effective
substitute alternatives to a particular payphone. ...[A]
traveler can use a wireline phone either before
leaving or after arriving at his/her final destination.
...Given the ability of callers to alter their behavior,
the supply of physical location sites should thus not
properly be regarded as a serious competitive
barrier.®

Similarly, Becker notes that:

If...margins earned on local calls were higher than
margins earned for dial-around service, then firms
would find it profitable to reduce slightly the price of
local coin calls and increase slightly the price of
access for dial-around calls. This would attract

% In this case, they make pay telephone calls so long as the value of the convenience of
doing so exceeds zero.

® Declaration of John Haring and Jeffrey H. Rohlfs, Exhibit 1 to Comments of the
American Public Communications Counci! In the Matter of Implementation of the Pay Telephone
Reclassification and Compensation Provisions of the Telecommunications Act of 1996, CC
Docket No. 96-128, July 13, 1998, p. 6, italics added.



consumers from rival providers’ payphone services
and induce consumers to increase their use of pay
phones for local coin calls, thus displacing the tower
margin dial-around calls.*

Finally, Kahn notes that:

It may be useful to remind ourselves of the economic
purpose of prices reflecting and incorporating
avoidable costs. It is to require buyers 1o decide
whether the incremental costs to society of their
demanding more of the service in question...are
equaled or exceeded by the satisfaction they derive
from those purchases. This logic extends to capital
costs as well as operating costs...imposing those
capital costs on users serves the familiar purpose of
economic efficiency, requiring them to weigh against
the additional benefits they receive for placing those
calls the cost that society will actually incur
maintaining and expanding that capacity."'

In each of these quotations, it is clear that the analysis proceeds on the
assumption that the costs of providing pay telephone service are being borne by
the caller, who alone can choose whether those costs are greater or less than
the additional benefits fhat the service provides. Otherwise, one cannot explain

how callers would “alter their behavior,” or “increase their use,” or “weigh” the

'® peclaration of Gary Becker, Attachment to Comments on Remand Issues of RBOC
GTE/SNET Payphone Coalition In the Matter of Implementation of the Pay Telephone
Reclassification and Compensation Provisions of the Telecommunications Act of 1996, CC
Docket No. 96-128, July 13, 1998, p. 9, italics added.

! Declaration of Alfred E. Kahn, Attachment to Comments on Remand Issues of RBOC
GTE/SNET Payphone Coalition in the Matter of Implementation of the Pay Telephone
Reclassification and Compensation Provisions of the Telecommunications Act of 1996, CC
Docket No. 96-128, July 13, 1988, p. 11, italics added. Similarly, the Coalition’s references to
“the existence of another payphone nearby, the caller’s ability to defer the call, or the availability
of other substitutes for the payphone” (Reply Comments on Remand Issues of RBOC/GTE/SNET
Payphone Coalition in the Matter of Implementation of the Pay Telephone Reclassification and
Compensation Provisions of the Telecommunications Act of 1996, CC Docket 96-128, July 27,
1998, p. 7) and the Coalition’s contention that “it is facially implausible...to suggest that payphone
users.. .will not respond to a price increase by one provider by seeking an alternative source of



costs and benefits of pay telephone usage in response to these prices. In short,
the benefits ascribed to the prices being charged do not accrue if the prices are

in fact not charged to the persons doing the “weighing.”"?

The Feasibility of Surcharging

Initially imposing the cost of using a pay telephone on the carrier does not
necessarily mean that the céller will not ultimately face that cost. The inefficiency
associated with a caller-pays plan, as described above, would be avoided if
callers could be “surcharged” by the carrier or the called party when they made a
pay telephone call and if they took that surcharge into account at the time they
placed the call. That circumstance would be economically equivalent to a caller-
pays plan.

However, these conditions are unlikely to be met. To begin with, in order
for surcharges to be imposed, the pay telephone operator would have to provide
information to the interexchange carrier indicating that a particular call originated

from a particular pay telephone. This is required for the carrier to pass the

supply” (Coalition Reply Comments, p. 9) clearly contemplate situations in which the caller faces
the price charged for the use of a pay telephone.

12 Similar statements appear in the filings of the independent pay telephone operators.
For example, in Reply Comments of the American Public Communications Council In the Matter
of Implementation of the Pay Telephone Reclassification and Compensation Provisions of the
Telecommunications Act of 1996, CC Docket No. 96-128, July 27, 1998 (p. v), it is noted that
“payphone customers are becoming fully educated about any variations in the coin rates at the
payphones they encounter on a routine basis and make their calling plans accordingly” (italics
added) and (p. 11) that customers “...can and do shop around for the best focal coin rate” (italics
added).



charge imposed by that pay telephone operator on to the caller who made the
call.”

Imposing the economically correct surcharge becomes even more difficuit
if, as the Commission has previously contemplated, the rate that carriers mus.t
pay varies from one pay telephone to another, depending on the local coin rate.
in that case, a carrier would have to know not only that a call originates from a
pay telephone but also the rate that is being imposed for calls from that particular
pay telephone.” We understand that, in the past, the Commission has refused
to require operators to provide carriers with real-time information about the rates
charged for using each of their telephones and, indeed, has allowed operators to
provide this information up to a year after a call has been placed. Thus, carriers
cannot realistically impose surcharges that reflect the amounts that operators
charge for particular coinless calls. The lack of information would force carriers
to impose a surcharge that reflects the average charge imposed on them, which
wouid not convey the information required for callers to make correct economic
choices.

Even where surcharges are imposed, some callers may be unaware of

that fact at the time they make a coinless call. In such cases, callers may.

' We understand that the FCC's November 8, 1996 Order on Reconsideration required
that all pay telephone calls be “tagged” with information digits that are unique to pay telephones,
so that carriers would have real-time knowledge that a particular call originated from a pay
telephone. We also understand, however, that this requirement has been waived, temporarily in
some areas and permanently in others. To the extent that these waivers remain in effect, it is
impossible for carriers to surcharge on all calls from pay telephones.

™ Carriers would also have to deveiop the capability to impose different surcharges for
calls from different pay telephones.
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erroneously, and inefficiently, make the coinless call although they would not
have done so had they been aware of the surcharge. By contrast, if the caller
must pay to initiate such calls at the time they are made, such errors will not
occur.

Moreover, for certain types of calls — particularly some 800 calls —
imposing surcharges may not be feasible." Merchanté might, in principle, add
the cost of using the pay telephone to the price of the order, but they cannot do
so for calls that do not result in orders. In addition, even when merchandise is
ordered, a merchant would have fo know that the call originated from a pay
telephone at the time the order is received, or very shortly thereafter, so that the
charge for using the pay telephone could be included in a charge to a credit card
or in the C.O.D. price. Finally, the consumer would have to be aware of the
amount of the charge, which might vary according to which pay telephone is
used, at the time the 800 call is placed. Otherwise, the caller could not
effectively weigh the cost of using the pay telephone against the value of the
convenience of making the call from that particular location.

For other types of 800 calls, the called party cannot impose a surcharge.
These are calls for which the caller and the called party have no existing
business arrangement through which the surcharge could be imposed. For

example, American Airlines cannot impose a charge on a caller who is inquiring

'S Collect calls also fall into this category. !t is not feasible for the carrier to impose a
surcharge on the caller, because it has no billing relationship with the caller for that call. Instead,
the carrier must surcharge the called party, just as it does for 800 calls.
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about the arrival time of a flight from a pay telephone. Although American
Airlines may be willing to bear the cost of the long-distance segment of such a
call in order to provide a service to its customers, it obtains liftie or no additional
value if that call is placed from a pay telephone instead of from some other
location. In that case, economic efficiency requires that callers incur the
additional cost of making the call from a pay telephoné.

The RBOC/GTE/SNET Coalition (“Coalition™) claims that “callers often do
bear directly the costs of payphone services, even for coinless calls — calling card
callers pay a clearly defined charge on their bills; subscribers to voice mail
services that use subscriber 800 numbers may also see the charge reflected on
their statements.”® The question, however, is not whether callers “often” pay or
“may” see the charges for coinless calls, but whether they do so with sufficient
regularity and transparency for their behavior to be affected. We understand that
subscribers to 800 services do not ordinarily receive the information necessary to
identify a call as having originated from a pay telephone. Sprint informs us that it
is not aware of any instance in which an ordinary commercial 800 subscriber (as
opposed to a carrier that uses an 800 number for access) imposes a surcharge
on customers who place calls from pay telephones. If callers are not charged for
such calls, or if they are unaware of the existence and amount of the charge,
they will not take those charges into account in deciding whether to use a pay

telephone, as is required for economic efficiency. Even if there are instances in

'® Coalition Reply Comments, p. 4.

12



which callers are surcharged, and know how much they will be surcharged, the
inefficiencies that arise under a carrier-pays system when these conditions are
not met must be reckoned against any inefficiencies that arise under a caller-

pays system when callers cannot use a pay telephone because they do not hz;ve

the needed coins."”

Use of the Local Coin Price to Determine the Coinless Call Price

The Coalition claims that “because point-of-sale competition for local coin
callers will constrain local coin prices, competition in the local coin market will
constrain the default per-call compensation rate.”® There are two problems with
this claim under carrier-pays. First, if the coinless call compensation rate is tied
to the local coin prices and the carrier rather than the caller pays this rate, pay
telephone operators have an incentive to increase the price of local coin call
prices in order to raise the compensation they receive from carriers. Second,
even if the price of coinless calis is set efficiently under this carrier-pays system,
price signals to callers will still be inadequate if surcharges are not imposed when
callers use pay telephones rather than the alternatives. That is, the question is
not only whether pay telephone providers are adequately compensated but
whether consumers are driven to use pay telephones when their convenience

value exceeds the cost to society of providing that convenience. Under carrier-

'" There are, of course, the additional inefficiencies of a carrier-pays system that result
from the need for interexchange carriers to distinguish between pay telephone and other calls if
they choose to impose surcharges on pay telephone callers.

'8 Coalition Reply Comments, p. 28.
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pays without surcharging, there may well be too many pay telephones and too
many pay telephone calls in comparison to the economically efficient amounts.
The latter issue has been discussed above. Below we consider the effect of the

FCC'’s proposal on the incentives of pay telephone operators in setting the rates

for coin calls.

Pay Telephone Operator Incentives to Raise Coin Call Rates

Suppose that a pay telephone operator chooses a price for coin calls that
maximizes profits from those calls, taking into account the competition it faces. If
the operator charges either a higher or lower price, profits from providing coin
calls decline.

The number of coinless calls made at a pay telephone, and hence the
amount of revenue collected by the owners of that telephone, are determined by
the behavior of callers. In making the decision about whether to use a particular
telephone, a caller will compare the convenience value of doing so with the
prices charged for using that and other pay telephones, if such alternatives exist.

A caller that does not have to pay will not take these alternatives into
account. As a result, the number of coinless calls made at a given pay telephone
can be taken by the operator as largely independent of the price charged. Now
suppose that the price of coinless calls is tied to the price of coin calls. The pay
telephone operator will realize that the higher the price charged for coin calls, the
higher will be the profits earned on the coinless calls made from the operator’s

telephone. Starting from the price at which profits from coin calls are maximized,
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the additional profits from coinless calls will exceed the reduction in profits on

coin calls. The operator will thus have an incentive to raise the price of coin calls
in order to increase his profits from coinless calls.” Indeed, if the number of
coinless calls is great enough, an operator might be largely indifferent to the ’
number of coin calls made at a given telephone because profits are so large from
the charge imposed on carriers for coinless calls. Althoﬁgh entry may eventually
reduce or eliminate the additional profits obtained by operators, it will do so only
by inefficiently increasing the number of pay telephones.® In any event, the price

of coin calls will be raised above the efficient level.

Locational Monopolies

Itis not true, as the Coalition claims, that advocating a caller-pays regime
is tantamount o “acceptance of the proposition that competition among
payphone providers for callers will effectively constrain prices for” payphone
services.”" If locational monopolies exist, prices will reflect monopoly rents

obtained by location owners even under caller-pays. However, the inefficiencies

' If the demand for coinless calls were perfectly inelastic, there would, in fact, be no limit
on the rates that would be charged for coin calls. However, the demand for coinless calls is
unlikely to be perfectly elastic, especially at significantly higher prices. First, surcharging by the
carrier would impart some elasticity to the demand for the coinless calls. Second, at higher prices
carriers might engage in extensive blocking of pay telephone calls.

% Note that it cannot be argued that competition prevents operators from raising the price
of coin calls. Because the marginal cost of calling is less than the average cost, price must
exceed marginal cost. But this means that pay telephone operators face downward sioping
demand curves, which in turn means that the demand for calls faced by an operator is not
perfectly elastic, even if entry eliminates profits in the fong run.

z Reply Comments on Remand Issues of RBOC/GTE/SNET Payphone Coalition In the
Matter of Implementation of the Pay Telephone Reclassification and Compensation Provisions of
the Telecommunications Act of 1996, CC Docket No. 96-128, July 27, 1998, p. 22.
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of such a regime will be smaller than under carrier-pays for all of the reasons
discussed earlier. That is, monopoly power will still be exercised but the market
will function somewhat more efficiently. We believe that caller-pays is preferred
to the Commission’s plan whether or not the market is competitive because
callers directly face the price under caller-pays while price signals are muted
under carrier-pays. We also disagree with the claim of the American Public
Communications Council that “changing the transaction to an up-front, cash-in-
advance, deal does not affect the underlying economic structure of the market in
which the transaction occurs” if by that it is meant that there is no change in
either the prices charged for coinless calls or the number of such calls that are
made.?

In some cases, competition among location providers will ensure that the
site location itself will be competitively priced. Competitive pricing for site
locations implies that sites will be devoted to their highest-valued use, and that
the renters of those sites will pay no more than that necessary to divert the site
from its next best use. However, in locations where callers cannot conveniently
find alternative pay telephone locations, the location provider will likely be able to
demand a commission in excess of this minimum amount.

Suppose, for example, that a particular area within an airport could be
used either for a cappuccino bar or a bank of pay telephones. Suppose further
that the maximum rent the airport owner could attract from a cappuccino bar

operator is $100. In order to bid that space away from the cappuccino bar

22 American Public Communications Council Reply Comments, p. vi.
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operator, a pay telephone provider would have to offer at least $101.* However,
the value to pay telephone providers of that site may be much higher than $101,
say $200, if they can charge prices in excess of the competitive price for calis.*
Absent competition among location providers that would drive the rent down tc;
$101, the location provider could charge as much as $200 and, indeed,
competition among pay telephone operators for the site would result in a rent of
$200. In any situation in which the cost to the user of locating and traveling to
the nearest alternative pay telephone location is more than the amount saved in
doing so, pay telephone operators will be able to charge more than the
competitive price. Where this occurs, some or all of the excess profits obtained
by the operator may be shifted to the site owner through competition among

operators to use the particular location.

The (In)significance of the Failure of Carriers to Block Calls

The Coalition contends that the failure of carriers to block calls on which
they must pay compensation to pay telephone providers is evidence that the
compensation is reasonable. That claim is incorrect. Each individual carrier may
be better off if it pays the charge rather than engage in blocking if the same

unreasonable charge is imposed on all carriers.

2 In this example, the price of $101 is not @ monopoly price but simply the price that
allocates the space to its highest-valued use. Nevertheless, there may be locations where the
opportunity cost of the space used for pay telephones is zero, so that the entire payment to the
site owner would reflect his {ocational monopoly.

% The value of the site to pay telephone operators could also be higher due to their ability
to “produce” a large number of calls at that location at the competitive price.
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Suppose, for example, that the convenience of pay telephone calling is
worth only 10 cents to callers but that a charge of 35 cents is imposed on all
carriers. Suppose, moreover, that the margin on additional calls to carriers '

exceeds 35 cents and that any carrier that blocks calls will lose those calls to

carriers that do not block. In these circumstances, no carrier will choose to block.

Note that this situation obtains even if the call.would ha\)e been made at another
time or place if all carriers had engaged in blocking. In addition, of course,
blocking is a crude tool for discouraging coinless calls that are worth less than
their price because it also results in blocking calls for which the value of

convenience exceeds the price.

We declare under penalty of perjury that the foregoing is true and correct.
Executed this 4™ day of September, 1998.

% |t is textbook economics that the purchaser of an input from a monopolist will be less
resistant to a price increase if that same increase is also imposed on its rivals.
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markets in general and natural gas and LNG markets in particular.

« In an antitrust damages case involving a major airline, he estimated econometric models
of market demand and calculated the cost of capital. Mr. Romaine provided support to
counsel during trial.

. Ina copyright infringement damages case involving a computer software, Mr. Romaine
supported the expert witness in calculating money damages. During trial, he provided
support to the expert witness and to counsel for plaintiff.
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. For aclient involved in a minority shareholder suit, he helped to estimate the value of a
block of stock. A central issue was the value of control and control premia.

« In an antitrust damages case involving marine transportation, he developed estimates of
the cost of capital for valuation of cash flows.

« In a breach-of-contract damages case involving a major chemical company, he prepared
and submitted an affidavit on behalf of the claimant setting out the theory and application
of economic damages. An important issue in the case was the effect of market structure
on market shares and pricing. In addition, Mr. Romaine estimated the cost of capital for
purposes of valuing cash flows.

» For a 10b-5 securities fraud case in the computer software industry, Mr. Romaine assisted
counsel for defendant in structuring a theory and methodology for valuing damages. An
important consideration involved the modeling of information flows and their effects on
stock price.

« He participated in the impact evaluation of proposed EPA regulations on a number of
firms in the wood-preserving industry. In particular, Mr. Romaine developed estimates of
the cost of capital for use in discounting future streams of uncertain costs.

. For an electric utility client, he co-authored a memorandum outlining the theory of the
discount rate for evaluating nonutility power purchase agreements. A major issue
involved the consideration of levelized versus unlevelized payment terms.

. Ina vertical market foreclosure liability case involving a manufacturing firm, he
participated in the formulation of product and market definitions and define theories of
breach of contract damages and vertical integration.

« Inan environmental damages case involving a major oil spill, he participated in
developing the theory of and taxonomy for non-use values.

PREVIOUS BUSINESS EXPERIENCE

Staff Economist, RCF, Inc., Chicago, Illinois, October 1986—October 1987 (part time).
Econometric estimation of postal demand for the US Postal Service. Performed cost—benefit
analyses of proposed environmental regulations. Presented testimony before Illinois Pollution
Control Board.

Economic Analyst, Bloch, Briggs & Associates, Baton Rouge, Louisiana, January 1985 to
January 1986 (part—time). Acting as a consultant to the State of Louisiana, prepared an
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econometric study of the bonus bids for OCS leases to determine variation in bidding behavior
across states, utilizing federal government database on lease sales.

OTHER RELATED EXPERIENCE

Associate Editor, Resources and Energy, Fall 1986-Fall 1987.

Instructor, Environmental Economics, University of Chicago undergraduate course, Winter 1986
and Winter 1987.

Research Assistant for Professor Ronald Coase, University of Chicago Law School, summer
1986-1987.

Teaching Assistant for Professor James Snyder, University of Chicago, Spring 1986.

Research Assistant for Professor George Tolley, University of Chicago, 1985~1986.

HONORS AND AWARDS

Pew Fellow, University of Chicago, 1986, 1987.
BS awarded magna cum laude.

Centennial Honor Award (1979-1981)
Gertrude Bott Saucier Scholarship, 1980.

Phi Kappa Phi.

Beta Gamma Sigma (business administration).
Mu Sigma Rho (arts and sciences).

Omicron Delta Epsilon (economics).

LSU Freshman Honor Award.

PAPERS AND PUBLICATIONS

“Janis Joplin’s Yearbook and the Theory of Damages.” With F. Fisher. Journal of Accounting,
Auditing, and Finance, Vol. 5, Nos. 1 and 2 (Winter/Spring 1990).

“The Economics of Oil and Gas Leasing: Regret in a Risk Sharing Model,” June 1987.

“The Optimal Management of Publicly Owned Exhaustible Resources: International Variation in
Information, Exploration and Production Policies,” April 1986.
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CERTIFICATE OF SERVICE

I hereby certify that a copy of the foregoing Opposition of Sprint Corporation in RM
10568 was sent by U.S. First Class Mail, Postage Prepaid, or electronic mail to the parties

below on this 29th day of October 2002.

VIA ELECTRONIC COMMENT
FILING SYSTEM

Marlene Dortch, Secretary

Federal Communications Commission
445 12th Street, SW

Washington, DC 20554

VIA ELECTRONIC MAIL

Lynne Milne

Wireline Competition Bureau

Federal Communications Commission
445 12th Street, SW

Washington, DC 20554

Qualex International
445 12th Street, SW
Room CY-B402
Washington, DC 20554

%m

Sharon Kirby

VIA FIRST CLLASS MAIL

Michael K. Kellogg

Aaron M. Panner

Kellogg, Huber, Hansen, Todd
& Evans, PLLC

1615 M Street, NW

Suite 400

Washington, DC 20036

Counsel for the RBOC Payphone
Coalition

Albert H. Kramer

Robert F. Aldrich

Jacob S. Farber

Dickstein Shapiro Morin
& Oshinsky, LLP

2101 L Street, NW

Washington, DC 20037-1526

Counsel for the American Public
Communications Council



